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O R D E R  

On January 20, 1994, Kentucky Utilities Company ("KU") filed 

an application, pursuant to KRS 278.183, for authority to establish 

an environmental surcharge to recover its current costs of 

compliance with the Clean Air Act Amendments of 1990 ("CAAA") and 

other environmental requirements applicable to coal facilities used 

to generate electricity. KRS 278.183(2) requires the Commission 

tot (1) consider and approve a compliance plan and rate surcharge 

if the Commission finds the plan and rate surcharge reasonable and 

cost-effective for compliance with the applicable environmental 

requiroments of the CAAA and those federal, state, or local 

environmental requirements which apply to coal combustion waotes 

and by-products1 ( 2 )  establish a reasonable return on compliance- 

related capital expenditures1 and ( 3 )  approve the application of 

the surcharge. 

The proposed surcharge is to be implemented in August 1994. 

KU forecasts that the proposed surcharge will result in current 

reoovery of approximately $15.5 million of environmental compliance 

costs in the Kentucky jurisdiction during the 12 months ended July 



1995 and $23 million OP current recovery for the 12 months ended 

July 199G. 

Tho Commiunion grantad motions for Pull intervention to tho 

Attornoy Oenoral'o OPPice ( " A G " ) ,  the Loxington-Fayette urban 

County Oovarnmant ("LIWCG"), tho Kentucky Industrial Utility 

Ciiotomere ("KIUC"), Mr. Jerry Hanimond, and the Future Fuel & Fiber 

Parmcre of Amorico ( " F & F A " ) .  Limited intervention was granted to 

Mr. Jim Scoggins. 

ENVIRONMENTAL SURCHARGE COMPLIANCE PLAN 

An roguirod by KRS 178.183, KU filed, as part of its 

application, an onvleonmantal surcharge compliance plan ("surcharge 

plan") connloting of 15 oaparate projects to comply with the CAAA 

or othor envlronrnental regulations applicable to coal combustion 

waotuo and by-producto. The ourcharge plan is divided into two 

partsr acid rain compliance and other environmental investments. 

Tho CAAA requires, inter alia, substantial reductions in 

omloolono of eulfur dioxide ("SO,81) and nitrogen oxide ("NO,") and 

continuouo omloolono monitoring. Beven of KU's 15 projects are 

annociatad with acld rain compliance and represent approximately 60 

percent of tho total cost of the ourcharge plan. The largest of 

theme lo tho inntallation oP a flue gas desulpurizatlon system 

("ocrubborqt) at Unit 1 oP the Ghent Generating Station ("Ghent 1"). 

Tho romaindor conaioto oP other pollution control equipment and 

invootmonto ouch 118 aah pond and precipitator enhancements and 

compllanco with amblent air quality regulations. 
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TO support. including the 7 projects in its surcharge plan, KU 

filed its acid rain compliance plan ("compliance plan") . I  KU'Q 

compliance plan is not subject to our approval under KRS 278.183 as 

it includes CAAA projects not included in K U ' s  surcharge plan. 

However, our review and approval of the latter necessarily includes 

the former to the extent that the proposed actions are identical. 

K U ' s  compliance plan includes the following actions1 

1. 

2 .  

3 .  

4 .  

5. 

Installation of continuous emission monitoring systems et 

all plants and NO, burner modifications at all Phase I 

units. 

Installation of a scrubber and associated €acilltieo, 

including a gypsum water recovery treatment facility, at 

Ghent 1 by 1995. 

Installation of a scrubber at Ghent 2 by 1998. 

Switching Ghent 3 and 4 to Western U.S. Powder River 

Basin coal by 2000. 

Switching Brown 1, 2 and 3 to compliance coal by 2008. 

Of these proposed actions, only Nos. 1 and 2 are included in KU's 

surcharge plan. 

The other eight projects in K U ' s  surcharge plan are for 

pollution coiitrol equipment required by other federal, state or 

local environmental regulations applicable to coal combustion 

I Kentucky Utilities Company's Clean Air Act Amendmonte of 1990 
("Reassessment Report"), 
Act Amendments of 1990 

ament Report ( ''Updated 
Reasseesment Report"), November I, 1993. 
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wastes and by-products from power plants. In support of these 

projocto, KU presented testimony and several technical and 

engineering @valuation studies. 

The intorvonoro' evidence did not address KU's surcharge plan 

or its compliance plan. However, KIUC contends that KU's 

compliance plan is deficient because i t  does not directly consider 

tho implications of Owensboro Municipal Utility ("OMU")  adding a 

scrubber to its Elmer Smith Power Plant ("Smith"). KU purchases 

powor from OMU under a wholesale power contract. KIUC alleges that 

tho addition of the OMU scrubber will cause KU to achieve 

substantially more emiosions reductions than necessary in Phaae I 

because the Ghont 1 scrubber will achieve 80,000 of the 82,000 tons 

90, reduction required on KU's system. KIUC requests that the 

Commlosion's approval of KU's compliance plan be conditional 

Bonding final determination of the impact of the OMU scrubber. 

KU stated that it has purchase power agreementa with OMU, 

Eloctric Energy, Inc. ("EEI") and Illinois Power Company ("IPC"). 

Under the OMU agreement, KU purchasee, on an economic basis, all of 

Smith's 400 MW output not required by OMU. KU presently takes and 

payfl for approximately one-half of the output of Smith. Howevor, 

this purchase, as well a8 the EEI and IPC purchaaes, have no aefect 

on KU'e required system reduction of approxlmately 82,000 tons of 

90,. While the required Phase I SO, reductions of OMU, EEI and IPC 

under the CAAA may affect the prices KU pays for purchaeod power, 

theao reductions are the responsibilities of those compsniea, not 

of KO. The Commission is not persuaded by KIUC's argument and will 
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not withhold final approval of KU's Surcharge plan pending an 

investigation of the OMU situation. 

Basad on reviow of KU's compliance plan, other technical and 

engineering evaluations and studies, and supporting documentation, 

the Commission finds that KU's surcharge plan, consisting of 15 

projects, is reasonable and cost-effective, and should be approved. 

SURCHARGE MECHANISM AND CALCULATION 

KU proposed to recover the costs of its surcharge plan through 

a mechanism defined in its propoaed Rate Schedule ES. KU stressed 

that Rate Schedule ES was based on simplicity, reasonableness, 

sound rate-making principles, and conservative judgment.* KRS 

278.183 provldes that a utility may recover those environmental 

compliance costs that are not already lncluded in existing rates 

through an environmental surcharge. In its proposal, KU determined 

what is not currently included in existing rates by using an 

incremental approach. It identified specific qualifying projects 

which have been added since its last general rate case and proposed 

that its return on environmental capital expenditures be determined 

using an environmental rate base consisting of qualifying assets 

placed in service after its last rate case. KU also proposed to 

recover operation and maintenance expenses ("O&M") recorded in five 

specific subaccounts by determining the incremental change from a 

1994 calendar year baseline. It suggested that the six month and 

two year reviews required by KRS 278.183 be handled in a manner 

KU Brief, at 17. 2 
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similar to that used for the Fuel Adjustment Clause ("FAC").' 

While KU has stated that revenues received from the sale of 

emission allowances and scrubber by-products should be treated as 

cost offsets when determining the surcharge amounts,' it requested 

a reasonable opportunity to complete an in-house evaluation of the 

rate-making treatment of these items after which it would file a 

proposal for review and approval.' 

The AG argues that without a current rate application under 

KRS 278.190, it is impossible to determine what environmental costs 

are included in existing rates.6 He further argues that granting 

KU a surcharge above existing rates which he claims are already 

fair, just, and reasonable would violate KRS 278.030(1).' The AG 

also insists that KRS 278.183 cannot be implemented without the 

promulgation of administrative regulations and that it is unfair to 

Kentucky jurisdictional customers versus other KU customers.8 

Finally, the AG argues that KU has failed to meet its burden of 

proving what is or is not included in existing rates. He 

recommends that the environmental surcharge be denied. KU 

3 Hewett Direct Testimony, at 13-14. 

4 Response to Items 82 through 84 of KIUC's First Set of Data 
Requests dated March 4, 1994. 

5 KU Brief, at 41. 

6 DeWard Direct Testimony, at 7. 

7 AG Brief, at 14. 

8 Id., at 7-8. - 
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responded that the position taken by the AG would make the 

operation of KRS 278.183 impos~ible.~ 

KIUC rejected KU’s incremental approach as unreasonable and 

likely to cause gross over-recovery for KU. KIUC proposes to 

determine the current level of environmental costs and then deduct 

those environmental costs already recovered by existing rates, with 

the difference between the total current cost8 and the amount 

recovered through existing rates to be recovered as a surcharge.” 

KIUC claims that KU is overcollecting on environmental capital 

costs included in current rates due to a 50 percent growth in 

sales, reductions in the cost of pollution control debt, and 

changes in depreciation rates.” KIUC calculated a surcharge 

amount which recognized adjustments for sales growth, debt cost 

changes, and depreciation rate changes. It based its calculation 

of environmental costs already recovered on the pollution control 

bonds included in KU’s capitalization in its last rate case. KIUC 

disagreed with the use of a 1994 calendar year O&M baseline, 

preferring that KU identify the O&M associated with pollution 

control property included in the last rate case.12 KIUC also 

argued that KU should immediately pass all proceeds from emission 

allowance auction sales held by the Environmental Protection Agency 

KU Brief, at 26. 9 

lo Falkenberg Direct Testimony, at 6. 

KIUC Brief, at 26-27. 

Falkenberg Direct Testimony, at 29. 
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in 1993 and 1994 to ratepayers." KU challenged KIUC's 

recommendation as inconsistent with the language of KRS 278.183 and 

asserted that recognition of changes related to sales growth, debt 

costs, and depreciation rates was neither reasonable nor consistent 

with sound rate-making." 

FbFA, LFUCG, and Mr. Hammond did not present evidence or make 

arguments. 

Surcharge Approach 

The Commission is presented with two opposing approaches for 

determining the eligible environmental costs not included in 

existing rates. KU's incremental approach identifies environmental 

costs incurred since its last rate case. KIUC attempted to 

identify the environmental costs included in KU's last rate case 

and compare these costs to the current level of environmental costs 

to determine the surcharge amount. 

Both approaches are reasonable methods to determine those 

costs not included in existing rates. The test year in KU's last 

general rate case was the twelve months ending June 30, 1982. 

Using the incremental approach, KU provided the net eligible book 

values for the 15 environmental projects it proposed to include in 

the surcharge. The net eligible book values were adjusted to 

remove any construction work in progress amounts which were 

included in that case. The accuracy of these book values was not 

challenged by any intervenor. 

l3 Id., at 30. - 
KU Brief, at 26-34. 

-8- 



KIUC attempted to determine the environmental capital 

expenditures being recovered in existing rates by identifying the 

costs of plant in service as disclosed in pollution control bond 

documents. KIUC calculated a current level of accumulated 

depreciation and deferred taxes using those plant costs. KIUC's 

evidence was that the amounts it included were limited to the 

amounts that it could identify.I5 KU countered that "it would be 

most difficult, if not impossible, to go back and try to 

identify't16 the amount of environmental revenue requirements 

included in its last rate case. 

Based on the evidence of record, it is reasonable in this 

instance to use the incremental approach proposed by KU to 

determine the surcharge for the first two years. This decision 

recognizes that: (1) KU's incremental approach meets the letter and 

spirit of KRS 278.183 by charging ratepayers only for current 

compliance costs not included in KU's last rate case; and (2) the 

accuracy of KIUC's analysis cannot be verified because it is not 

supported by detailed cost information from KU's last rate case. 

There is no merit in the A G ' s  argument that a current rate 

application is necessary to determine the costs included in 

existing rates. First, KRS 278.183 does not require a utility to 

demonstrate what costs are included in existing rates. Rather, it 

need only show that the costs to be recovered by the surcharge are 

Is Transcript of Evidence ("T.E."), Vo1. 11, May 26, 1994, at 
400. 

Id at 230. .I 
16 
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- not included in existing rates. Second, the only costs included in 

KU's existing rates are those that were found reasonable in its 

last rate case. KU has demonstrated that the current compliance 

costs it seeks to recover through the surcharge were not included 

in its last rate case when its existing rates were established and 

there is no persuasive evidence to the contrary.'7 

Third, KRS 278.183 expressly authorizes the use of a surcharge 

to recover compliance cost not included in existing rates without 

the need for o rate application under KRS 278.190. To require a 

rate application, os the AG suggests, would render KRS 278.183 

superfluous because in every instance all reasonable compliance 

costs would be included in the rate application and recovered 

through new base rates, leaving nothing to be recovered by a 

surcharge. There is no reason to believe that the General Assembly 

intended KRS 278.183 to be a nullity. Rather, it clearly stated 

that a utility should be entitled to a surcharge as provided for in 

KRS 278.183 "[nlotwithstanding any other provision of this chapter 

[KRS 2781." KRS 278.183(1). Thus, the Commisoion's hands are tied 

when reviewing such an application. 

The traditional analyses of determining whether rates are 

fair, just, and reasonable simply have no place here. While thie 

l7 Of course, KU's existing rates 'have changed since its last 
rate case due to the biennial roll-in of fuel costs pursuant 
to 807 KAR 5 : 0 5 6 ,  Section 1(12), and the 1986 Tax Reform Act. 
However, except for these changes, KU's existing rates are 
those established in its la5t rate case, Caoe NO. 8624, 
General Adjustment of Electric Rates of Kentucky Utilities 
Company. 
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procedure may, at first blush, appear to leave ratepayers without 

recourse in a situation where the utility is already earning a fair 

return on its investment (or capital), other provisions of KRS 

Chapter 278 remain available to remedy that situation. Should the 

Commission or an intervenor believe that X U ' S  earnings from its 

existing rates are excessive, a proceeding to review those rates 

can be initiated pursuant to KRS 278.260. Thus, the General 

Assembly perceived a need to require ratepayers to be charged for 

all compliance costs not included i n  existing rates irrespective of 

the utility's current level of earnings, while leaving available a 

complete but separate remedy in the event that existing rates 

produce excessive earnings. 

The AG's argument that KRS 278.183 cannot be implemented 

absent an administrative regulation was earlier argued and was 

rejected in the Commission's May 6, 1994 Order. KRS 13A.100 

specifies that the promulgation of regulations is "[slubject to the 

limitations in applicable statutes." Pursuant to KRS 278.183, each 

utility is authorized to file its individual compliance plan with 

the Commission. For example, KU has proposed that Commission staff 

conduct on-site audits semiannually. Our decision as to the need 

for audits and, if needed, their frequency, will be based on the 

evidence in this case. Other utilities filing under KRS 278.183 

may believe that their particular circumstances justify more 

frequent or lese frequent audits and will tailor their respective 

compliance plans accordingly. In each case our decision will be 

based on the evidence of record in that specific case. The 
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processing of applications is already governed by existing 

regulations and the express language of KRS 278.183 belies the 

claim that more specific regulations are required. 

The issue of whether KU's Kentucky ratepayers will be treated 

unfairly because KRS 278.183 applies to them but not to KU's 

Virginia ratepayers or wholesale ratepayers is beyond the scope of 

our jurisdiction. This Commission is empowered only with the 

authority to regulate KU's rates to Kentucky ratepayers and to 

enforce the provisions of KRS Chapter 278. It is for other 

regulatory agencies to determine what is fair and reasonable for 

Virginia ratepayers and wholesale customers. 

Nor has the AG perouaded the Commission that an investigation 

of the legislative process by which KRS 278.183 was enacted would 

be appropriate even if it were within the Commission's 

jurisdiction. There is no evidence that the legislation was not 

passed by the General Assembly, signed by the Governor, and in Eull 

force and effect. If the AG believes that KRS 278.183 was the 

product of improper influence, the appropriate recourse is to 

consult with the United States Attorney's Office or the appropriate 

Commonwealth Attorney's Office. 

While KO's incremental approach is acceptable for implementing 

the surcharge, an environmental compliance rate base should be 

established for use i n  the future. The 15 projects approved in 

this Order, as well as any subsequently approved, should be 

included. This environmental rate base will be maintained, with 

appropriate credits for accumulated depreciation, until KU's next 
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general rate case. At each two year review, the then current 

annual costs associated with the environmental rate base will be 

incorporated into KU’s base rates. Subsequent calculations oE the 

surcharge will be based upon the then current coste associated with 

this continuing environmental rate base less the amount 

incorporated into base rates. At such time as KU Eiles a general 

rate case, all environmental costs will be identified and a new 

environmental rate base established. 

gualifying Costs 

KU proposed that its Rate Schedule ES include a return on its 

Environmental Compliance Rate Base (“rate base”), the incremental 

change in five specific O&M expense subaccounts, and other speciEic 

operating expenses related to pollution control capital 

expenditures. KIUC followed a similar approach in its calculation 

of an environmental surcharge. 

Rate Base. KO’s rate base was calculated i n  a manner similar 

to the approach used by the Commission in general rate cases. A 

working capital allowance was included reflecting 1/8th OE the 

annual incremental O&M expenses related to pollution control 

equipment. Under KU‘s proposal, the working capital allowance 

would not appear in the calculations until 1995 because oE the 

proposed use of a 1994 calendar year baseline for O&M expenses. KU 

initially proposed including the purchase prices of emission 

allowances which remain in the allowance bank in inventory,” but 

Willhite Direct Testimony, at 5. 
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subsequently indicated that all emisoion allowances would bo 

included i n  the rate baee, at their average inventory price.10 

The rate base proposed by KU should be used to determine the 

return on environmental capital expendituree, with one 

modification. The ending invsntory of emission allowances ehould 

bo included using the weighted average cost method requirod by tho 

Federal Energy Regulatory Commission ("FERC"). Baeed on tho 

Commission's decision concerning the O&M expenee basellno, u, 
a working capital allowance will be included beginning the Piret 

month the surcharge is billed to ratepayers. 

Pollution Control Operating Expenses ("PCOEl'L. KU identified 

the following expensee related to pollution control Pacilitiee (18 

PCOE in Rate Schedule ESr the monthly incremental change in 0 & M  

expenses, monthly depreciation and amortization expenses, monthly 

property taxes, and its monthly ineurance expense. The incramental 

0 & M  expenses will reflect the total change in five epocific 

subaccounts designated by KU to track pollution control related 

O&M. KU proposed the 12 months ending December 31, 1994 as the 

baseline period for these O&M expenses. It was willing to Porgo 

using an earlier time periodao which would have resulted in higher 

incremental O&M expenses and proposed this period becauee it 

immediately preceded the scheduled operation date for the Ghont 1 

ID Response to Item 49(d) of the Commission's March 4, 1994 
Order. 

Responae to Item 40(b) of the Commisaion'ti April 6, 1994 
Order. 
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scrubber.a1 KIUC's calculations of a surcharge utillmd this same 

aasumpt ion. I 2  

The use of the environmental compliance-related expensee 

idontifled by KU as PCOE in determining the surcharge should be 

adopted with three modifications. First, KRS 278.183(4) requires 

that the cost of any consultant employed by the Commission to 

assist in reviewing a utility's compliance plan be included i n  the 

ourcharge. Therefore, this cost should be included in PCOE, with 

amounts already billed and paid included in the calculation of the 

firat monthly surcharge and subsequent billinge recognized in the 

months as billed. Second, the emission allowance expense, defined 

a8 Acoount No. 509 by FERC, should also be included in PCOE. KU 

did not include this expense in its proposed Rate Schedule ES, but 

did include i t  when determining the impact of the proposed 

surcharge on ratepayers over its Eirst two years." Finally, the 

OLM expenae baseline should be the 12 months ending May 31, 1994, 

the period immediately preceding the first expense month to be 

Included i n  the surcharge. It is not reasonable to define the 

baseline period as the 12 months immediately before A major 

pollution control investment becomes operational. Setting the 0&M 

expenae baoeline as the 12 months ending MAY 31, 1994 more 

21 ReepOnSe to Item 62(a)(l) of the Commiesion's March 4, 1994 
Order, 

Palkenberg Direct Testimony, Exhibit No. RJF-10. 

Wlllhfte Direct Testimony, Exhibit 1 (Proposed Rate Schedule 
EB) and Exhibit 5, page 2 of 3 (Illustration of Typical Month 
Surcharge Level6 - Pollution Control Operating Expenses). 
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accurately reelects the period prior to the recovary avelleble 

through the surcharge than does KU's propoeal. 

KU did not propose including any envlronnientel aotnpllenee- 

related administrative and general expeneas it1 the O&M expencle 

baseline, having determined these costs to be ineignlflaent when 
measured as an increment against the baseline." The Cainmleelon 

will not require it to do so. KU will be required to provldo 
account descriptions €or the five 06.M subaccounte to be ueed i n  the 

surcharge. They should be filed with the flret cluraherge 

calculation and may not be changed wlthout prior Coitiitillrclloti 

approval. If KU later wishes to include admlnietrative end goneral 

expenses in the surcharge, such a request wlll be aonclidered oti ly 

at the start of the next 2-year period. 

Proceeds from By-Product and Allowance Balecl, HU reqiieeted 

that the Commission defer ruling on how the proaaeda from by- 

product and emission allowance esles should be reflaated In the 
surcharge until KU develops 'guidelines'1 Tor treetlng thee@ 

transactions. However, KU recognized the need to addreclB the ucle 

OP allowance sales to mitigate near-term Lmpacte on ratecl In the 
Reassessment Report and the Updated Reaeseseinont Report.lg 

KU's concern over the proper treatment of proaeedcl from 

emission allowance sales is understandable, However, thio lecluo 

should not be deferred until KU can put forward a proposal. KU heo 

24 Response to Item 55 of the Commisalonle Marah 4, 1994 Order, 
25  Reassessment Report at page 2 and Updated R€ta#eeclWWnt Report 

at page 1. 
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been aware of this iseuo at l oae t  einco Beptelllber I.Ob)3 and Iran yet  

to produce a proposal for conoidorntion. It hem llidioated 

repeatedly that the proooede from by-product and emleeloll allowaiim 

sales should be included in tho eurclierge celculetlone obl a11 

offset. TherePore, all ealoe revonuee, unadjueted for golae Or 

10QEL3Qf should be reflected a8 an OffEQt in the EUrOherge. ~ I V R I ~  

the treatment of allowance8 In tho rato bane end the PCOE, t h 1 ~  i m  

the most equitable troatment. B a l o e  of by-product6 should be 

treated I n  the eame manner. AE euggoetod by HU, reveiiueu froni tli@ 

EFA'E 1993 Auction should be crodlted to the retepeyare i n  the 

first month of the uurcharge.2fi Bubeequent ealen revonuen ehould 

be reflected in tho month the revenuoe are received. 

In the Reasseoemont Report and the Updated Recrrr#orrrriiient 

Report, KU acknowledged the need to develop a etretegy whlcli would 

permit i t  to hold a prudent number of ollowancee to IIIeat unexpeeled 

During the reviow of its 1993 Inkograted Regource Y l a i i ,  

KU dflscribed the factors it believed were neceseery t o  develop all 

allowance management otrategy.1° KU should develop and Cile e11 

Emission Allowance Management Btratogy Plan by the tLiiie of the 

first G-month surcharge reviow. Changoa mode 111 tho Mtretegy, with 

26 T.E., Vol. I, May 25, 1994, at 154, and K U  Urlaf, &I; 40. 
2 7  Reassessment Report at page 22 and Updated Reaerreeertierit Report 

at page 11. 

Response to Item 94 of the Cornlaelon Bteff"e December 1 4 ,  
1993 Data Request, C a m  No. 93-302, A Review Purguent t o  807 
KAR 51058 of the 1993 Integratod Reeource Plan  of Kentucky 
Utilities Company. 
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appropriate supporting explanations, may be filed during subsequent 

6-month reviews. A complete, updated plan should be filed during 

the 2-year review. Appendix A of this Order provides an outline 

for the allowance management strategy plan. 

Review and Audit Process 

KU has stated that operation of the surcharge should be 

similar to the FAC. It included as part of its surcharge 

application a series of reporting formats for the monthly Surcharge 
calculation which is acceptable, with some modifications. The 

revised formats are attached to this Order as Appendix 8 ,  which 

includes formate for information to be Piled at the time of the 6- 

month and 2-year roviews. The information in the monthly formats 

ehould be filed when KU submits the amount of the monthly 

surcharge. As experienca ie gained i n  the monthly reporting and 

review processes, the Commission may modify these formats or 

prescribe additional formats. A form to be prepared by KU when it 

prapoaes to include a new capital inveotmont in the surcharge has 
also been included. 

The 6-month and 2-year reviews will be conducted in formal 

proceedings initiated by the Commission. Although KU has suggested 

that the Commission Staff perform on-site audita every 6 months, 

the Commission will have its Staff perform on-site audits a5 deemed 

necessary. The Commission accepts KU's proposal to calculate an 

over- or under-recovery cost factor during tho 6-month review, 

beginning with the first month of the 6-month expense period 

following Commission approval. 
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Formula to Calculate the Surcharge 

The formula to calculate the surcharge gross rovenue 

requirement, as modified by this Order, is as followsi 

E(m) = (RB/12)[ROR t (ROR - DR)(TR/(l - TR))] t PCOE - BAS 
Where: 

E(m) 
RB - 
ROR = 
DR = 
TR = 
PCOE = 

BAS - 

Environmental Surcharge Gross Revenue Requirement 
Environmental Compliance Rate Base 
Rate of Return on Environmental Compliance Rate Bat30 
Pollution Control Bond Rate 
Composite Federal and State Income Tax Rate 
Pollution Control Operating Expenses 

[Incremental O&M Expense6 (t/-), Depreciation 
and Amortisation Expense, Property Taxes, 
Insurance Expense, Emisoion Allowance Expenee, 
and Surcharge Consultant Fee] 

Gross Proceede from By-product and Allowance Sales 

E ( m )  is divided by the Average Monthly Revenue for  the 12 Months 

Ending with the Current EXpOnQr3 Month R ( m )  which results in an 

Environmental Surcharge Factor. 

RATE OF RETURN 

KU proposed a rate of return of 5.85 percent as an interim 

rate for the limited purpose of this case. The rata is based on 

the actual cost of KU's laat pollution control bond issue in 

December 1993. No other party proposed an alternative return, KU 

qualified this rate as interim, stating that after its next general 

rate case the return should be that authorized i n  the rate case. 

KRS 278.183 does not provide for an interim return, only a 

reasonable return. The Commission, having considered the evidence 

presented in this case, finds a return of 5.85 percent reasonable. 
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SuncIiAncm ALLOCATION 

KU propooeo to calculato tho aurchargo do a percentage oP 

total ravonueo which w i l l  than bo applied to customers' bills. In 

thio manner, all cuotomoro will recoivo opual percentage increases 

to their monthly alactric billa. Thio method eneurfm that a l l  

cuatomor claoooe ara chargod a proportionate share oP the costs oP 

onvironmontal complianca. On0 oP KU'Q atatod goals in developing 

tho propoead ourchargo wan to avoid signiPlcant changes in the 

allocation oP costu roeloctod in oxisting catos. As its current 

rates, and tho raoultlng eovonues, reelect existing cost 

allocations, KU contands that Ita production coat analysis supports 

allocating tho ouroharga amount0 baaed on revonues, It further 

atatea that its proporal will bo better understood by customers, 

olmpler to admlniotor, and mor0 oanily monitored by tho Commission. 

Tho AG arguoo that a oost-oP-oarvlce etudy is needed to 

allocato aurcharga ravonuon batwoon cuotomor claaaes. Abeent euch 

a study, the AD recommondo that domand and onergy allocator8 it 

devoloped for oach oP tho 15 conntructlon projecte included i n  KU'a 

surcharge plan be ueod to aerlgn the surcharge amounts to the 

customer clasueo. Tho AD contend6 that the onergy allocator should 

be used Por Ghant 1 morubbor conto, which account for the majority 

of tho peojectod eurchargo cooto, bacauaer (1) the use oP the 

allocator Is conoiatant with altornativa, anergy-driven compliance 

strategiaor (2) tho coot of tho ncrubbor would be allocated in a 

cost-of-servlco study baood on avoraga demand, a surrogate Por an 

energy allocator1 and (3) tho ocrubbar w i l l  roduce fuel coats and 
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its costs should be allocated in the same manner as fuel costs 

would be allocated. The AG's  proposal would result in a reduced 

allocation of costs to the residential class. 

KIUC recommends allocating surcharge amounts following 

historic Commission practice and established cost-of-service 

principles. KIUC maintains that the cost of a scrubber does not 

vary with the energy output of the generating unit and therefore 

should not be allocated based on energy. Rather, it argues that 

the capital costs of pollution control equipment are demand-related 

and should be allocated based on demand. As a surrogate for a 

demand-based cost-of-service allocation, KIUC recommends a 

percentage of revenues approach calculated using non-fuel revenues 

rather than total revenues. KIUC's approach would result in a 

reduced allocation of costs to the industrial class. 

In a limited proceeding such as this, the allocation of costs 

reflected in existing rates should be maintained absent a 

compelling argument to the contrary. The intervenors argued for an 

allocation based on cost-of-service principles but did not present 

compelling arguments for departing from the existing allocation of 

costs nor did they file cost-of-service studies to support their 

positions. The Commission has frequently used a percentage of 

revenues method to maintain the allocation of costs reflected in 

existing rates absent a cost-of-service study or when those filed 
have been rejected. KU's Approach achieves this result and is 

consistent with its production cost analysis, the results of which 

were not refuted by any party. Furthermore, KU's  proposal would in 
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fact be simpler to administer, better understood by customers, and 

more easily monitored by the Commission. 

IT IS THEREFORE ORDERED that: 

1. KU's surcharge plan, consisting of 15 projects to meet 

federal, state and local environmental regulations is approved. 

2. KU's Rate Schedule ES is approved as modified herein for 

service rendered on and after July 20, 1994. 

3. KU's proposed Rate Schedule ES is denied. 

4. KU shall develop an Emission Allowance Management 

Strategy Plan as outlined in Appendix A. The plan shall be filed 

at the time of the first 6-month review, with changes reported at 

each subsequent 6-month review, and a full updated plan filed 

during each 2-year review. 

5 .  KU's rate of return of 5.85 percent for the environmental 

surcharge is approved. 

6 .  KU's percentage of revenue allocationmethod is approved. 

7. The reporting formats included in Appendix B shall be 

used, as specified therein, for each monthly filing, 6-month 

review, 2-year review, and new pollution control capital 

investments. 

8. Within 10 days of the date of this Order, KU shall file 

with the Commission revised tariff sheets setting out the Rate 

Schedule ES as approved herein. 
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Done at Frankfort, Kentucky, this 19th day of July, 1994. 

PUBLIC SERVICE COMMISSION 
r 

ATTEST: 

a,- I.lrlee, 
Executive Director 



APPENDIX A 

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE COMMISSION 
IN CASE NO. 93-465 DATED July 19, 1994. 

EMISSION ALLOWANCE MANAGEMENT STRATEGY PLAN 
Suggested Format 

1. Introduction - Presents the compliance plan that 
identifies the currently assumed allowance inventory and the 
objectives of managing allowances. 

2 .  Allowance Management Strategy - Analyzes KU's available 
alternatives and presents the currently assumed allowance 
inventory. 

3 .  Contingency Reserve - Discusses KU's potential need for 
an allowance contingency reserve which would be required to ensure 
adequate allowances exist to cover unanticipated events that would 
increase emissions. 

4 .  Allowance Management Plan - Presents an allowance plan 
that guides future allowance related activities in accordance with 
KU's overall allowance strategy and objectives. 

5. Implementation Plan - Discusses the activities planned 
over the next 12 months to implement the allowance strategy and 
management plan. 

At a minimum, the emission allowance management strategy plan 
should address the following issues. This listing is not intended 
to be all inclusive. 

Objectives for strategy (i.e., balance costs and risk, 
maintain flexibility to respond to market development, 
provide adequate contingency reserve.) 

Forecast of emission allowance balances and role of 
emission allowances in the broader acid rain compliance 
plan. 

Forecasts of emission allowance prices. 

Understanding of current market prices and activity. 

Understanding of allowance market mechanisms (i.e., 
auctions, private trades.) 

Analysis of alternative strategies (banking, sales, 
portfolio approaches.) 

Development of appropriate contingency reserve levels. 



Valuation of emission allowances for planning (i.e., 
economy energy pricing, power plant dispatch.) 

0 Internal organization issues (assignment of ailowence 
management responsibilities.) 

0 Tracking and reporting. 



APPENDIX B 

APPENDIX TO AN ORDER OF THE KENTUCKY PUBLIC SERVICE COMMISSION 
IN CASE NO. 93-465 DATED July 19, 1994. 

INDEX OF REPORTING FORMATS FOR THE KENTUCKY UTILITIES COMPANY 
ENVIRONMENTAL SURCHARGE 

[Monthly, 6-Month Review, 2-Year Review, and Future Projects] 

Monthly Reporting Formats: 

ES Form 1.0 Calculation of E(m) and Environmental Surcharge 

ES Form 2.0 Revenue Requirements of Environmental 

ES Form 2.1 Plant, CWIP & Depreciation Expense 

ES Form 2.2 Inventory of Spare Parts & Limestone 

ES Form 2.3 Inventory of Emission Allowances 

ES Form 2.4 Calculation of Incremental O&M Expenses and 

ES Form 2.5 Pollution Control Operating & Maintenance 

ES Form 3.0 Monthly Average Revenue Computation R(m) 

FactOK 

Compliance Costs 

Determination of Working Capital Allowance 

Expenses 

Six-Month and 2-Year Review Formats: 

ES Form 4.0 Recap of Billing Factors and Revenue 

ES FOKm 4.1 Recap of EnViKOIImental Compliance Rate Base 

ES Form 4.2 Recap of Pollution Control Operating Expenses 

Future Projects: 

ES Project New Pollution Control Capital Investments 
[To be completed only when proposing an 
additional capital investment for 
inclusion in the surcharge.] 



E8 Form 1.0 

KENTUCKY UTILITIES COMPANY - ENVIRONMENTAL SURCBARGE REPORT 
CALCULATION OF E(m) AND E N V I W O ~ T A L  S6RCHARGE FACTOR 

For the Expense Month of 

CALCULATION OF E(m) 

E(m) = (RB/12)[ROR t (ROR - DR)(TR/(l - TR))] t PCOE - BAS 
E(m) = Environmental Surcharge Gross Revenue Requirement 
RB = Environmental Compliance Rate Base 
ROR = Rate of Return on Environmental Compliance Rate Base 
DR = Pollution Control Bond Rate 
TR = Cornposits Federal &. State Income Tax Rate 
PCOE = Pollution Control Operating Expenses 
BAS = Gross Proceeds from By-product and Allowance SalQS 

Where: 

RB - $  
= $  [ROR + (ROR - DR)(TR/(l - TR))] - 

PCOE = $  
BAS = $  

E(m) = $  

- RB/12 

CALCULATION OF ENVIRONMENTAL SURCHARGE FACTOR 

E(m): Environmental Surcharge Gross 

R(m): Average Monthly Revenue for the 

Revenue Requirement = $  

12 Months Ending with the 
Current Expense Month = $  

Environmental Surcharge Factor: E(m)/R(m) = 
( %  of Revenue) 

Effective Date for Billing: 

Submitted By: 

Title: 

Date Submitted: 



ES Form 2.0 

Inventory - Spare Parts 

InvcnLory - Llmcstonc 
Inventory - Emlsslon Allowances 
Pollution ConLrol WoKklng Capltal 

KENTUCKY UTILITIES COMPANY - ENVIRONMENTAL SURCHAFtGE REPORT 
REVENUE REQUIREMENTS OF ENVIRONMENTAL COMPLIANCE COSTS 

For the Expense Month of 

DETERMlNATION OF ENVIRONMENTAL COMPLIANCE RATE BASE 

S 

S 

S 

$ 

DeducLlonn: 

Accumulated Dcprcclatlon on Ellglblc 
Pollutlon ConLrol Plant $ 

Pollutlon Conlrol DcCcrred Income Taxes S 

Invcetment Tax Crcdlt S 
Subtotal 

Pollullon ConLrol DcfcKrcd 

s 
Envlronmcntal Compllance Rate Baec S 

Monthly Incrcrncntal Opcratlon 6 Malntenancc Expense ( + / - )  

Dcprcclatlon b Amortlzatlon Expcnsc for Month 

Taxoe Othcr Than Income for Month 

Insurance EXDCneC for Month 

s 
S 

S 

S 

EmIeeIon Allowancc Expense 

Surcharge Consultant Pee fo r  Month 

Total Pollutlon Control Operatlng Expenses 

s 
S 

s - 



RB Form 2 .1  

KENTUCKY UTILITIRB COMI'ANY - ISNV1RONMEN"AL BVRCIIARCE - PIAN'l'r CWIP L DEPRIXIAT'ION EXPENBE 
For tho Monlh lrndod 

rmlsslon Honltorm 

NBl 6 3 - D"*".I 
~odlf~satlon 

E W B I ,  CHl b CR4 - 
nurII.r 
nodlflcatlon 

Amh Pond 
Elmva tlon 

Nmw Amh Storage  

--- I---- __- rmlsslon Honltorm 

NBl 6 3 - D"*".I 
~odlf~satlon 

E W B I ,  CHl b CR4 - 
nurII.r 
nodlflcatlon 

Amh Pond 
Elmva tlon 

Nmw Amh Storage  

Pr.clpltator L 
Ash Handling 

rlltratlon syncom 

All Planti 
P'.ClpltatOr - 

--.- I---- __- 

Dry Fly A8h 
Handling 

DUSC Ellmlnatlon 
Bymtem 





E 8  Fora 2.3 

KITNT'UCKY UTILITIEB CONPANT - &HVIROWRNTAL BURCIIARQB - INVPINTORY OF p31188ION ALLOWANCAB 
For the Month Wdod 

Allocatloni/ 



KENTUCKY UTILITIES CWPANP - MVIRONWXTAL SURCIURGS 
CALCULATION OF lNCR€MT"AL OLN EXXPPSSES AND DBTWNINATION OF W R I N G  CAPITAL ALLOWANCE 

For tho Nonth Ended 

Monthly lncrem.nrm1 O&U I 
Instructions: 

twelve month period ending with the current expense month. 

subaccount listed for the twelve months ending May 31. 1994. 

At the time o t  KU'B first surcharge filing, a E8 Pori 2.5 is to be prepared for each month shown for the 

At the time of KU's first surcharge filing, provide a E6 Fori 2.5 which shows the amounts for each 



ES Fori 1 . 5  

C"p."... 

Pollutlon Control 
0p.ratln.g and Halnt.nanc. 

50205PC - scrubber Cperatlon 
51209PC - Scrubbar Halntmanc. 
51101PC - Ash Handllng - Malnt.nanc. 
50605PC - C W 8  b Pr.clDltatOrl 

KENTUCKY UTILITIES M M P A N Y  - ENVIRONMENTAL SURCBARCE 
WLLUTION CONTROL OPERATING C MAINTENANCE EXPENSE8 

For the Month Ended __ 

current 
Nonth 

Gr'*n R1v.r I ko!; _ _ I  Ghsnt I Tyro"? Pl".Vlll. Total 
I 

Instructioner 

twelve month period ending with the current expense month. 

subaccOuntS. 

At the time of KU's first surcharge filing, propare a separate E6 Form 2.5 for each month included in the 

At the time of KU'e first surcharge filing, provide an account doscription for each of the listed 

In any month where significant changes occur in the five nubaccount expense lcvcle, attach to this form 
an explanation of the rcason(s) for the chango. 



- 
Kentucky JurIsdlctIonal R.V.IIY~ Nan JurIm- Total Company 

dIctlon81 

(1) (2) 0) (0 ( 5 )  ( 6 )  ( 7 )  ( 8 )  ( 9 )  

Total Total 
F'Y.1 Snvlron- Excluding Excluding 

Em.. C18Y.O mental E"" I *on. Envlron. 

( 2 1 + ( 3 ) * ( 4 1  ( 5 ) - ( 0  ( 5 ) * ( 7 )  I B ) - ( O  
Honth R."P"".. R~VPIIU.~ 8urCharg. Total surcharg. TOLa1 Total Surcharge 

- -., 

9 

12 

HOnth AV.rag. of Total Company 8eV.nU.s Excluding EnvlrOnm.nta1 Surcharg., 
?or 12 Months Ending 



ES FOKm 4.0 

KENTUCKY UTILITIES COMPANY - ENVIRONMENTAL SURCRARGE 
S I X  M O W  AND TWO Y E M  REVIEW 

RECAP OF BILLING FACTORS AND R h m  
For the Period ___ through 

For each Expense Month included in the 6 Month Review Period, list the appropriate billing factors and revenues. 
At the 2 Year Review, provide this information for the entire review period. 

Note 1: E(m) (RB/lZ)[ROR t (ROR - DR)(TR/(l - TR))] t PCOE - BAS 
Note 2: 2nd previous month Column 2 / 2nd previous month Column 3 
Note 3: Net of the month's Environmental Surcharge Factor and the appropriate Over/(Under) Collection 

ad)Ustment. Show the calculation of the Over/(Under) Collection adjustment on a separately attached 
worksheet. 

Note 4: Column 5 times Column 6 
Note 5: Column 5 times (current less 2nd previous month Column 6) 
Note 6: (Column 8 times Column 3) / Column 6. Converts Over/(Under) Collection to Total Company Level. 



ES Form 4 . 1  

KIWI'UCKY UTIIdTIES COHPANY - LZMIIR0"l'U BURCRARGE 
SIX CIONTM AND TWO Y E U  REVIEW 

RECAP O r  EMIIRONMENTAL C W L I A N C K  RATE BASE 
For tho Porfod - through 

For each Exponno Month Includod In the 6 Month Review Period, list the appropriate components of the 
Envfronmontal Compl Ianco Ratu Bane. 
At the 2 Yoar ~ovIow, provido this Information [or the entire revlev period. 



E8 Form 4.2 

RIWFUCRP UTILITIES COWANY - ENVIRONF4EXl’AL BURCHARGE 
SIX MONTR AND TWO YEAR REVIEW 

RECAP OF POLLUTION CONTROL OPERATING EXPIPNBES 
For the Period through 

1ncrom.nt.1 

ua1ntonanc. 
1n.uranc. 

For each Expense Month included in the 6 Month Review Period, list the appropriatc components of the Pollution 
Control Operating Expenses. 
At the 2 Year Review, provide this information for the entire review period. 



)111 ProJoot 

MNTUCKY UTILIT'IltB CWPANY 
N H  POLLUTION CONTROL CAPITAL INVM'MlNl'B 

~~ 

TXTLL and DIDCRIPTIONI 

I 
~ ~~~ 

xndlcata Cmmtructlon 8chmduIn 
lo.algnat. as Actual ( A )  or Emtlmated (L)l II 
Indlcato Pollutant or Wamte By-Product to bm 
Controllmd by Piojrct I/ 

I Dellgnat. the Affected 00n.ratlllp Btatlon II and thm control raclllty 

List All Internal Inqlnm.rlng or rcannla 
8tudl.m Complmtmd In Bupport of tha Projmot 
LKU ahould b. prep0C.d to provld. accmss to 

m y  Ilatmd study I f  so r q u . m t * d l  

IdmntlCy th. Managmrant AYthOrlty rho 
Approvad th. Project 

I Llst any 1nt.rn.l Work Did.z Num&.r. 
Appllcablm to the PrOjmCt II 

A eeparate form Is to bo completed €or each proposed projact. 
Attach addltlonal sheets an necessary. 

Submittad Byf  

T I t l e r  

Date Submlttedr 


